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COIU(0NWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE CONNISSION 

In the Watter of8 

NOTICE OF ADJUSTNENT OF THE RATES ) 
OF KENTUCKY-ANERICAN WATER CONPANY ) CASE NO. 10481 
EFFECTIVE ON FEBRUARY 2, 1989 1 

O R D E R  

On January 3, 1989, Kentucky-American Water Company 

(t8Kentucky-Americanq8) filed its notice with the Commission seeking 

to increase its rates and charges effective February 2, 1989. The 

proposed rates would produce an annual increase in revenue of 

$3,083,529,1 an increase of approximately 15.Si2 percent over 

existing revenues. On April 25, 1989, Kentucky-American revised 

its application by proposing various adjustments to both rate base 

and operating expenses to arrive at an annual increase of 

$3,234,092. 

In order to determine the reasonableness of the request, the 

Commission suspended the proposed rates and charges for 5 months 

after the effective date and scheduled a public hearing for May 2, 

1989. The hearing was held on May 2 and 3, 1989 at the 

Comi8sion'8 office8 in Frankfort, Kentucky. The Utility and Rate 

Intervention Division of the Attorney General's Office ( "AG")  and 

Exhibit No. 3, Schedule 1. 

$3,083,529/$19,843,342 = 15.53%. 

Revised Exhibit No. 3, Schedule 1. 



the Lexington-Fayette Urban County Government ("LFUCG") intervened 

in this matter and participated in the hearings. 

Witnesses for Kentucky-American prefiling testimony and 

appearing at the hearing were Robert A. Edens, vice president and 

general manager of Kentucky-American; Chris E. Jarrett, vice 

president and treasurer of Kentucky-American; Edward J. Grubb, 

assistant director - rates and revenues, American Water Works 

Service Company ("Service Company"); Edward L. Oxley, revenue 

requirement specialist, Service Company: Jerry L. Ware, revenue 

requirement specialist, Service Company; and Charles F. Phillips, 

Jr., professor of economics at Washington and Lee University. 

Appearing on behalf of the AG/LFUCG was Thomas C. DeWard, a 

certified public accountant and senior regulatory analyst for 

Larkin and Associates. 

On July 3, 1989 Kentucky-American filed a notice, pursuant to 

KRS 278.190(2), that it was placing ita proposed rates into effect 

for service rendered on and after July 3, 1989. On July 5, 1989 

the Commission ordered Kentucky-American to maintain its records 

in such a manner as will allow the determination of any amount to 

be refunded. This Order addresses the Commission's findings and 

determinations on issues presented and disclosed in the hearing 

and investigation of Kentucky-American's revenue requirements. 

The Commission has granted rates and charges to produce an annual 

increase of 82,475,296. 

DISCUSSION 

The Commission commends Kentucky-American on its programs to 

encourage the efficient use of water. The company has shown a 
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substantial change in attitude by taking the initiative in a 

number of programs to foster the efficient use of water. The 

company should continue efforts to determine the effectiveness of 

these programs. 

The Commission also encourages Kentucky-American to continue 

to review methodologies whereby bulk water purchasers will be 

required to pay for a portion of the water treatment plant 

capacity . Such methodologies, if properly developed, should 

result in an equitable method of sharing treatment plant costs and 

are in the best interest of all of Kentucky-American's ratepayers. 

ANALYSIS AND DETERMINATION 

Test Period 

Kentucky-American proposed and the Commiesion has accepted 

the 12-month period ending October 31, 1989 as the test-period in 

this proceeding. 

Valuation Method 

Kentucky-American proposed a net investment rate base at 

October 31, 1988 of $71,579,591,4 which it revised to reflect 

corrections to deferred tank painting and deferred taxes. This 

revision increased rate base to $71,646,345.5 The Commission has 

accepted the proposed rate base, as revised, with the following 

exceptions: 

30-Inch Raw Water Main. Kentucky-American proposes to 

increase its rate base by $1,985,570 in order to reflect plant 

Exhibit No. 3, Schedule 2. 

Revised Exhibit No. 3, Schedule 2. 
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placed in service 5 months after the close of the historical test 

period. This plant consists of a 30-inch raw water main from the 

Kentucky River to Reservoir No. 4. Kentucky-American made a 

companion adjustment of $53,162 to reflect its estimate of the 

eubsequent annual impact on earnings directly related to the post 

test-period adjustment to plant in service. The rates became 

effective on July 3, 1989, 8 months beyond the close of the 

historical test period. 

These facts present a unique problem to the Commirsion. In 

the past, if financial events, subsequent to the end of the test 

period through the date the new plant was placed in service, 

altered the relevance of the historical test period, no adjust- 

ments generally would have been made to reflect this alteration. 

However, Kentucky-American has placed in service a very 

significant level of ured and useful plant whiah in providing 

service to the public. Until this plant in service i e  included in 

rate base, Kentucky-American cannot earn a return on i t .  Even if 

Kentucky-American had filed another rate case the day after this 

plant was placed in service, the statutory notice and 

investigation would delay new rates for 6 months. 

The Commission has reviewed Kentucky-American's monthly 

reports subsequent to the end of the historical test period and, 

based on that review, is of the opinion that Kentucky-American is 

not in a position to earn a return greater than that authorized in 

this case as a result of changes in operations during those 

months. The Commission, moreover, believes that if it does not 

include this sizeable addition to plant in service in the rate 
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base, the rates effective on and after the date of thio Order 

would not permit Kentucky-American the opportunity to earn its 

authorized return. The Commission does not consider this fair, 

just, or reasonable. For these reasons, the Commirrion is 
persuaded to make an exception to ‘ttraditionaltt rate-making and to 
allow post test-period additions to plant in service and the 

related adjustment to earnings. 

This approach, however, is not a panacea to the problem of 

regulatory lag during periods of significant additions to plant in 

service. The Commission believes that the best solution is to 
require the use of a forecasted teat year. Conrequrntly, in 

cases filed subsequent to the date of this Order, the Commisrion 

gives notice to Kentucky-American, and other utilities under its 

jurisdiction, that: 1) adjustments for post test-period additions 

to plant in service should not be requested unless all revenues, 
expenses, rate base, and capital items have been updated to the 
same period as the plant additions; 2) it will accept a 

forecasted test period in lieu of the adjurted historical test 

period1 and 3) if a forecasted test year is used in a rate case, 

the utility should also file historical test-period information 

for a 12-month period. 

The Commission intends to complete its revlew of the 

necessary measures and issue guidelines for filing a forecasted 

test period on or about October 31, 1989. The Commission advises 

Kentucky-American and other utilities under the Commirsion*s 

jurisdiction that it will not accept a rate case based on a 

forecasted test period until guidelines are issued. During the 
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interim period, prior to the issuance of these guidelines, the 

commission will consider requests for post test-period additions 

to plant in service on 4 case-by-case basis. 

Deferred Tank Painting. Kentucky-American originally 

proposed to include deferred tank painting expense of $701,196 in 

rate base, which represented the coat Kentucky-American incurred 

in painting its water tanks, net of accumulated amortisation 

expense. Kentucky-American revised its rate base to include an 

additional $263,8906 of deferred tank painting expense that was 

inadvertently excluded from its original rate base, net of one 

year's amortization expense. 

The AG/LFUCG proposed to reduce deferred tank painting 

expense by $578080 to reflect Kentucky-American's pro forma 

adjustment to amortization of deferred maintenance expense. The 

AG/LFUCG stated that this adjustment is similar to the 

Commission's policy of adjusting accumulated depreciation for pro 

forma adjustments.' 

Upon review of Kentucky-American's revised workpapers, the 

Commission has determined that Kentucky-American deducted this 

amortization adjustment twice in its calculation of the net tank 

painting cost. The Commission has calculated deferred tank 

Tank Painting Cost 
Amortization Expense 
Net Tank Painting Cost 

S305.199 

Direct Testimony of Thorns C. &Ward8 filed March 248 1989, 
pages 20 and 21. 
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painting for ratr-making purporrr to bo $l,003,235.8 Thrrrforr, 

thir portion of Krntuaky-Unrriaan'r rrtr brrr rhould bo inarrarrd 
by $38,1940 

Aaoumulatrd Dr~rraiation. Krntucky-Amrriarn includrd in ttr 
proposed rat0 bare aaaumulrtrd drprrciatlon of $13,240,533 barid 

on the amount rrcordrd at Octobrr 31, 1988, rdjurtrd to reflrat 
the followingc (1) annualizrd drprroiation rxprnrr aaloulatrd on 

end-of-tofit-prrlod drprraiablr proprrty, (2) doproairtion rxprnsr 

on aontributrd proprrty bookrd during 1984 but not rroovrrrd in 
rates, and (3) drprroiation on tho Krntuoky Rivrr Strtion bookrd 
during February 1983 through my 1988 but pruviourly rxaludrd from 
rates duo to ovrraapaaity. Wo ehallrngrfi wrrr rairrd to 

adjustment Nos. 1 and 2. Tho Commirrion find# thry are roaronable 
and rhould br aaarptrd. 

Title Auaount Uo. Amount 8 
Deferred P e m  H.fntrnanao 
Deferrod Proaram Maintrnanae %: :: 
Tank Painting (Complrtrd 1988) 

Total Doferrrd Tank Patntlng 

Title Aacount Wo. Amount 
mort Drf,~roarrm ~intrnrncr 186 43 562,266 
m o r t .  Drf. n&t. Exponre 

Total Jbortlzation Exponrr 
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The Commission determined that Kentucky-American's treatment 

capacity exceeded demand in Case NOS. 8571,9 9283,1° and 9482.11 

The Commission found it reasonable to require Kentucky-American's 

ratepayers and shareholders to share the costs of the excess 

treatment capacity and excluded a portion of the depreciation 

associated with the Kentucky River Treatment Plant in each of 

those cases. No appeals were taken from these decisions. In this 

proceeding, Kentucky-American has proposed to decrease accumulated 

depreciation by $63,920 to earn a return on the investment 

previously excluded by the Commission. The effect of this 

adjustment is to allow Kentucky-American to recoup the earnings 

previously denied by the Commission. The Commission finds that 

this proposed adjustment constitutes an attempt to reverse the 

Commission's earlier decisions and, thus, should be denied. 

The AG/LFUCG proposed to decrease accumulated depreciation by 

$60,668 based on excluding depreciation associated with the Toyota 

advance. The AG/LFUCG stated that Kentucky-American proposed a 

similar adjustment in its previous rate filing but failed to make 

the adjustment in this proceeding. The AG/LFUCG's position is 

that since Kentucky-American has no investment to the extent of 

Cage NO. 8571, Notice of Adjustment of the Rates of 
Kentucky-American Water Company, Effective On and After 
September 17, 1984, Order dated February 17, 1983. 

Case NO. 9203, Notice of Adjustment of the Rates of Kentucky- 
American Water Company, Order dated October 1, 1985. 

Case No. 9482, Notice of Adjustment of Rates of 
Kentucky-American Water Company, Effective On and After 
February 7, 1986, Order dated July 8, 1986. 

lo 

-8- 



the customer advance, Kentucky-American should not be allowed to 

recover depreciation axpense.12 

Kentucky-American stated that in its last rate case sales to 

Toyota did not reflect a full 12-month period. Therefore, 

Kentucky-American proposed to exclude depreciation associated with 

the advance in order to make the effect of the Toyota main revenue 

neutral until a full 12 months of sales could be included. 

Kentucky-American further stated that the Toyota advance, like 

other customer advances, is subject to refund to the contributor 

over a 10-year period. In support of its position, Kentucky- 

American stated that, as of the date of the hearing, five 

customers other than Toyota have been connected.to the amin and an 
appropriate refund will be made to the Commonwealth of Kentucky by 

May 1989.13 

The Commission agrees with the AG/LFUCG that the investment 

in the Toyota main is supported by cost-free debt in the form of a 

customer advance. Therefore, customer advances are deducted from 

rate baee to ensure that investment Supported by this cost-free 

capital does not earn a return. However, a potential liability 

does exist to refund the Toyota advance for a 10-year period. The 

Commission finds that for depreciation purposes there is no 

difference between the Toyota advance and other customer advances. 

For rate-making purposes, depreciation expense on customer 

l2 

l3 Rebuttal Testimony of Edward J. Grubb, filed April 25, 1989, 

Direct Testimony of Thomas C. DeWard, page 60. 

page 0. 
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advances is included in the revenue requirement calculation and, 

therefore the Toyota advance should be given the same treatment. 

The Commission is of the opinion and finds that the 

aforement oned AG/LFUCG's adjustment be denied and Kentucky- 

American's proposed level of accumulated depreciation should be 

increased by $63,920. However, the practice of allowing 

depreciation on customer advances will be closely scrutinised in 

the future. 

Customer Advances. The AQ/LFUCG proposed to increase 

customer advances by $234, 29214 to reflect customer advances 

received in advance of construction. The AG/LFUCG stated that 

since these funds represent a cost-free advance prior to- 

construction, it is appropriate to include these balances as an 

offset to Kentucky-American's rate bare.15 

Kentucky-American 8tated that customer advances received 

prior to construction were provided by developers, subdividers, or 

contractors and not the general ratepayers. Therefore, Kentucky- 

American's position is that the ratepayers should not be the 

recipients of the benefit derived from the advances. 

The Commission agrees that customer advances received prior 

to construction represent a source of cost-free capital and the 

timing of receipt of the advances should not effect the rate- 

making treatment. If customer advance8 received prior to 

l4 Ad justment to Customer Advances 
Deferred Taxes - Customer Advances 
Net Increase Customer Advances 

l5 Direct Teutimony of Thomas C. DeWard, pagce 18 and 19. 
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construction are not deducted from rate base, the ratepayer is 

forced to pay a return to the stockholder on cost-free capital not 

supplied by the stockholder. 

The Commission is of the opinion that the ratepayers should 

receive the benefit of these cost-free funds and, therefore, hae 

increased customer advances by $2341292. 

Extension Dewsit. The AG/LFUCG proposed to decreane 

Kentucky-American's rate base by $219,099, the 13-month average of 

test-period extension deposits. The AG/LFUCG based its adjustment 

on the assumption that Kentucky-American transfers from cumtomer 

deposits refunds which will be made within one year. In support 

of its assumption, the AG/LFUCG stated that Kentucky-American 

continually has a balance in this account and the effect of the 
16 transfer is an increase to rate base. 

Kentucky-American stated that the amounts transferred from 

customer advances are refunded back to the customers within 3 

months and are based on the number of actual customers connected 

to its system.17 However, there is a time lag between the 

connection of the customer and the refunding of the advance. This 

time delay is a result of a required field check to determine the 
existance of the bona fide customer. 18 

Based on the aforementioned discussion, Kentucky-American 

proposed that the AG/LFUCG's adjustment be denied. Bowever, after 

~ ~ ~ ~ ~ 

l6 - 0  Ibid page 19. 
l7 Rebuttal Testimony of Edward J. Grubb, page 5. 

Brief of Kentucky-American, pages 14 and 15. 
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a review was performed, Kentucky-American noted that it had 

incorrectly transferred $11,123 from curtomer deporitr and 

recommended that rate base be reduced by that amount.19 

After careful review and investigation, the Commirrion ir of 
the opinion that Kentucky-American ha8 incurred a liability to the 
extent of the customer advance which may be refunded and that tha 

ratepayere receive the benefit arrociated with the incraared 

number of curtomers. Therefore, the Commission finds that the 

AG/LFUCG's adjustment ehould be denied and Kentucky-Ameriaan98 

adjustment to reduce rate bare by $11,123 rhould be accepted. 

Allowance for Funds Used During Construction. The AQ/LFUCG 

ham. propored to reduce Kentuoky-Americants rate bare and common 

equity by $2,000,000 baaed on its opinion that Kentucky-American 

improperly computed its Allowance for Fundr Used During 

Construction ("AFUDC"), which resulted in an overrtrtement of both 
rate base and common equity. The AG/LFUCG admitted that ita 

recommended adjustment to reduce AFUDC by $2,OOO,OOO is an 

estimate, due to Kentucky-American's failure to aupply the 

information required to perform the calculation.20 

The AG/LFUCG gave the following reasons for its opinion that 

Kentucky-American incorrectly accrued AFUDC: 

1. Kentucky-American accrued AFUDC on balancer where there 

has been no cash outlay. 

l9 Rebuttal Testimony of Edward J. Grubb, page 6. 
2o Brief of the AG/LPUCG, filed May 26, 1989, page 5. 
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2. Kentucky-Amarican ured tha overall rata of raturn 

allowed in the lart rate care to accrue AFUDC. 
3. When proceedr of aquity and dabt male. exceed rhort-term 

debt, earningr on ehort-term invartmentr rhould be credited 

againrt plant under conrtruction. 

4. Kentucky-American ham calculated AFUDC without a 
reduction for the tax ravings arrociated with the interert 

componant of the capital rtructura. 

5. Kentucky-American may have accruad AFUDC beyond the 

point in time where the project ir placed in rrrvice.21 
Kentucky-American'e policy ir to accrue AFUDC on capital 

projectr that lart for more than one month and eort more than 
$1,000, with the following exceptionmi blanket invertmant work 

ordarrr project. financed by an extenmion daporit agreamantt 

projactr financed by contributionr in aid of oonrtruction 

( V I A C " ) ;  hydrant installationst earement acqui6itionrt and land 

acquieitione. For projectr which meet Kentucky-American'r 

criteria, a computer program appliar one-half of a month of AFUDC 
for both the first month construction Corti are incurrad and in 
the month the facilities are placed in 6ervice. Tha rate utiliaed 
in the calculation ir bared on Kentucky-American'r lart authorisad 

rate of return adjurted to reflect the weighted interart axpanro 

an a deduction for income tax purporer. 22 Thur, Kantucky-American 

21 

22 

Direct Tertimony of Thomar C. DeWard, pager 14 through 16. 

Brief of Kentucky-Ameriaan, pagas 4 and 5. 
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ham accounted for the tax raving8 arrociated with the interert 

component of the capital rtruaturer. 

The AG/LFUCG rtated that project8 rupportrd by rhort-term 

debt rhould accrue AFUDC bared on the rhort-term interert rate, 
net of taxer. The AG/LFUCQ rtated that if the adjusted overall 

rate of return i o  ured, AFUDC may be overrtated even if the 

offretting tax benefit ir c ~ n m i d e r e d . ~ ~  

The Commireion ha8 in prior Kentucky-American rate carer 

applied the theory that the rource of fundr cannot be traced to 
specific invrrtmentr. Invertment or rate bare La rupported by a 
mixture of fund8 and not by one mingle type ruch am rhort-term 

debt. The AG/LFUCG prerented no evidence to contradict thir 

theory. Therefore, it would be theoretically unround to accrue 

AFUDC on the baeir of the individual component of the rupporting 

financing. 

The AO/LFUCG'r methodology would rerult in a timing 

difference for booking AFUDC. The aaorual of AFUDC would be 

ehifted from the point of actual cort incurred to the date of aaeh 
payment, which is considered carh barir accounting. 24 The 

ahifting of booking AFUDC would not have a material impact on rate 

baae and the 1988 Uniform Byrtem of Account@ (HUSoAH) for Clara A 
and B Water Companiee require@ utilitier to urd the accrual 

aaaountlng method. 

23 

24 Rebuttal Testimony of Chrir Jarrett, filed April 25, 1989, 

Brief of the AC/LFUCC, page 5. 

page 17. 
' :  
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The Commission ie of the opinion that the AG/LFUCQ'r propored 

methodology for accruing AFUDC does not comply with the USoA 

requiremente and, thUB, the COINlli88iOn doer not aCC8Qt the 

AG/LFUCGls propoeed reduction to rate bare and common equity. 

Working Capital. Kentucky-American propored a carh working 

capital allowance of $1,467,000 barod upon 1/7 of itr pro forma 

operation and maintenance expenees. Based upon the balance aheet 

approach, the AG/LFUCG contends that Kentucky-American'r total 

working capital allowance of $1,956,61325 is overrtated by 

$115121314. 

In Case NO. 1 0 2 0 1 1 ~ ~  the COMni88iOn determined that a carh 

working capital allowance ir a recognition of the fact that 

invertor-eupplied caeh i. needed to finance operating cortr during 

the time lag before billed revenues are collected. The Commirrion 

ha6 stated on numerous occa6ione that a lead/lap rtudy ir the mort 

accurate way to measure this need. 

In Case No. 8314,27 Kentucky-American performed a lead/lag 

study, resulted in a formalistic approach ueing 60 day. or 

1/6 of adjuated operation and maintenance exprnrer. Since 

performing a lead/lag etudy 16 both time conruming and cortly, the 

which 

25 

26 

27 

Prepayment8 
Materials I Supplies 
Cash Working Capital 
Allowance 

$ 108,259 
381,354 

1,467,000 
1,956,613 

Case NO. 102011 An AdjU8tQent Of Rate8 Of Columbia Qa8 Of 
Kentucky, Inc., Order dated October 21, 1900, page 6. 

Case NO. 8314, Notice of Adjustment of Rate8 of 
Kentucky-American Water Company, Order dated February 8, 1982. 
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Commission accepted the 1/6 formula approach for the next three 

rate cases. 

In Case No. 9482, the Commission determined that Kentucky- 

American's financial condition had changed and advised Kentucky- 

American to present a new lead/lag study. Kentucky-American 

performed a new lead/lag study similar to the one accepted in Case 

No. 8314 and presented it8 finding8 in C a m  No. 10069.28 This 

study rerulted in the current 1/7 formula, which Kentucky-American 
has propomed herein. 

In rupport of its recommendations, the AG/LFUCG contends that 

Kentucky-American's requested rate base exceeded its capital by 

$1,451,520 due to an apparent overstatement in Kentucky-American's 
requested working capital allowance. 29 In its rebuttal testimony, 

Kentucky-American provided a reconciliation of its requerted rate 
bare and capital. However, the AG/LFUCG noted that Kentucky- 

American's reconciliation neglected to include temporary cash 

investments of $1,500,000 and if included, rate base would exceed 

capital by over $1,300.000.30 

The AG/LFUCG is correct in that Kentucky-American's 

reconciliation failed to include temporary cash investments, but 

the reconciliation also neglected to include accounts payable of 

28 Case No. 10069, Notice of Adjustment of the Rates of 

29 

3Q 

Kentucky-American Water Company, Order dated June 3, 1988. 

Direct Testimony of Thomas C. DeWard, page 56. 

Brief of the AG/LFUCG, pages 3 and 4. 
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$1,572,941.31 Since the two omissions essentially cancel each 

other, there is no material effect on Kentucky-American's 

reconciliation. Therefore, the Commission i m  of the opinion that 

Kentucky-American's 1/7 formula approach is appropriate and 

results in a more accurate representation of Kentucky-American's 

working capital needs. However, the Commission has reduced 

Kentucky-American's proposed cash working capital allowance by 

$301989 to reflect the Commission's adjustments to the proposed 

operation and maintenance exponmom. 

Haterials and Su~plie8. Kentucky-American included in its 

proposed rate base materials and supplies of $381,354, which 

reflect the 13-month average of the following amounts: (1) stock 

C chemicals; (2) stock D auto parts; and (3) stock E plant 

materials. 

It was noted during the hearing that Kentucky-American had 

incorrectly calculated the 13-month average of stock D auto parts 

and, thus, had overstated materiale and supplies by $35,343. 

Therefore, the Commission is of the opinion and finds that 

materials and supplies should be reduced by $35,343. 

Other Adjustments. Adjustments to increase utility plant in 

service, plant acquisition adjustment, and deferred taxes have 

been included herein and are discussed in subsequent esctions. 
The net effect of these adjustments in to increase net investment 

rate base by $101,118. 

31 Exhibit No. 2, Schedule 2. 
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The Commission, therefore, has determined Kentucky- 

American's net investment rate base at October 31, 1988 to be as 

f ollows I 

Utility Plant in Service 
Conrtruction Work in Progreee 
Deferred Tank Painting 
Deferred Debit8 
Raw Water Main 
Preps ente 

Cash Working Capital 
Subtotal 

Less: 3 

Reaerve for Depreciation and 

Reserve - Raw Water Main 
Contributions in Aid of Construction 
Cuatomer Advances for Construction 
Deferred Federal and State Taxea 
Unamortized Investment Tax Credit 

Mater f ale and Supplies 

Amortization 

$104,825,962 
1,719,680 
1,011,002 
260.875 - - - . - . - 

2,046,345 
108,259 
346,546 

1,436,011 
9111,754,680 

$ 13,310,287 
30,929 

7,192,392 
12,008,642 
6,169,011 

242.348 - ~ ~ ~ 

Deferred Income Taxes - Raw Water Wain 22,721 
Subtotal 

Net Original Cost Rate Base 

Lese I 
Plant Acquisition Adjustment 
Net Investment Rate Base 

Revenues and Expenses 

Kentucky-American reported test-period net operating income 

of $5,829,611.32 In order to normalize current operating 

conditions, Kentucky-American proposed several adjustments to its 

test-period revenues and expenses which resulted in adjusted net 

operating income of $5,817,561.33 The Commiesion is of the 

32 Revised Exhibit No. 4, Schedule 1. 
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opinion that the proposed adjustments are generally proper and 

acceptable for rate-making purposes with the following exceptions: 

Operating Revenues, Kentucky-American adjusted its rates 

effective June I, 1988 pursuant to the Commission's Order in Case 

No. 10069, resulting in test-year revenues being generated from 

two different levels of rates. Kentucky-American did not file a 

test-year billing analysis corresponding to the test year as 

required by 807 KAR 5~001, Section 10, but instead filed a 

normalized billing analysis showing test-year billing units 

applied In response to 

a Staff request, Kentucky-American stated a test-year billing 

analysis could not be provided by its Data Processing Center 

without a program change and, therefore, the information was not 

to the rates granted in Case No. 10069.34 

readily available. 35 

In addition I Kentucky-American made reconciliation 

adjustments to the billing analysis which included partial 

billings, billing adjustments, and bills rendered locally rather 

than through its central billing system.36 These were lump-sum 

figures added to or subtracted from meter billings, usage, and 

revenue which gave no indication as to amounts attributable to 

customer charges, water usage rates, or the volume of water billed 

at each rate level. 

34 

35 
Exhibit 6, Schedule 4, pages 1-8. 

Response to Comission Order dated February 3 8  19898 Item 45. 



Kentucky-American also adjusted the billing analysis to 

reflect annualized revenue from end-of-period customer levels 

based on the relation between end-of-period and average level of 

residential and commercial curtomsrs served during the test year 

and average annual revenue per customer .37 

Although Kentucky-American's adjusted billing analysi8 is 

complex and does not provide a satisfactory means by which 

test-year revenue and proposed revenue can be readily determined 

as required by 807 UAR 51001, Section 10(2)(b), Kentucky-American 

did provide numerou# workpapers in support of its revenue 

calculations. 38 Based on the workpapers and subsequent responree, 
the Commission is of the opinion that the billing analysis is 

representative of the end-of-period revenue level and should be 

accepted. However, the Commission cautions Kentucky-American that 

in any future rate case filing, its billing analysis must strictly 

conform to regulatory requirements. 

The AG/bIWCG proposed to increase revenue by $63,637 to 

annualize revenues based on sales to Toyota for the period of June 

1988 through January 1989.39 Kentucky-Anerican objected to this 

adjustment but stated that if sales revenues were to be adjusted, 

it would require a matching of associated expense.40 

38 

39 

40 

Response to Corrission Order dated January 12, 1989, Item 17. 

Brief of the AG/LPUCG, pages 8 and 9. 

Brief of Kentucky-American, pagem 20 and 21. 
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Kentucky-American filed information showing the monthly 

volume of sales to Toyota from October 1987 through March 1989.41 

This information showed a substantial and progressive increase in 

water usage although there was some fluctuation from month to 

month. The Commission is of the opinion that adjustments should 
be made to reflect the level of Toyota sales and revenue for the 

12-month period from April 1988 through March 1989. The 

Commission finds no merit in Kentucky-American's argument that 

such an adjustment is inappropriate because it goes beyond the 

test period. Kentucky-American's own adjustments to the 

end-of-period customer and usage levels were for the same purpose, 

that of arriving at an on-going revenue level. Given the 

Commission's decision to allow Kentucky-American to base rates on 

plant placed in service 5 months beyond the end of the test 

period, it is reasonable to reflect the level of Toyota sales and 

revenue for this same period. Therefore, the Commission has 

adjusted Toyota sales volume by 65,615,250 gallons and revenue by 

$61,241, which results in an increase to operating income of 

$37,438. 

The Commission agrees with Kentucky-American that imputation 

of revenues requires a matching of associated expenses as 

discussed elsewhere in this Order. 

Kentucky-American argued that it would be unfair to adjust 

associated with the Toyota sales unless an adjustment is revenues 

41 AG/LPUCG Information Request dated February 3, 1989, Item 6, 
Attachment 4, and Response to Hearing Requests, filed May 12, 
1989, Item 14. 
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also made for other industrial curtomers. A reduction of $92,517 

was proposed based on a stated decline in sales to six other 

industrial customers.42 In support or its proposal, Kentucky- 

American annualized the average sales to these six curtomers for 

the 5-month period of November 1988 through March 1989.43 

As a part of its analysis of water sales and production, 
Kentucky-American filed monthly water sales from November 1985 

through November 1 ~ 8 . ~ ~  A review of the monthly water sales to 

indurtrial customers for the 3-year period shows that average 

sales for the months of November 1988 through March 1989 are 

consistently lower than the averages from April through October. 

Further, exclusive of Toyota sales, the'water sales analysis shows 

117,043,810 gallons of water sold to industrial customers during 

the test year in addition to the volume of males shown for the nix 
customers listed in Kentucky-American's analysis of industrial 

customere. Absent detailed sales information for all industrial 

customers over a much more representative period of time, an 

on-going reduction in industrial sales cannot be supported. The 

Commission is of the opinion Kentucky-American has failed to 

justify the proposed adjustment to industrial sales. 

42 

43 

44  

Brief of Kentucky-American, page 20. 

Kentucky-American Hearing Exhibit 3, filed May, 3, 1989. 

Response to Commission Order dated January 12, 1989, Item 7-A, 
pages 1-3. 
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Allowance for Funds Used During Construction. Kentucky- 

American reported $5421638 of AFUDC for the test period. To be 

consintent with prior Comission Orders, Kentucky-American 

included AFUDC of $1501430 in net operating income. 

The Commission has calculated MUDC of $149,517 based on CWIP 

available for AFUDC and the rate of return found reasonable 

herein. Therefore, the Commission is of the opinion and finds 

that the proposed operating revenue be decreased by $9131 which 

resultn in a net decrease to operating income of $558. 

Miscellaneous Other Income. The AG/LFUCG proposed, and 

Kentucky-American accepted,45 an adjustment to move above-the-line 

the net non-operating income associated with providing billing 

information to LFUCG. The Commission agrees and finds that net 

miscellaneous non-operating income totalling $44,046 should be 

included an an above-the-line item in the determination of revenue 

requirements. This adjustment results in an increaee to net 

operating income of $26,927. 

Overflow Rights. During the test year, Kentucky-American 

secured the right to overflow certain property around Reservoir 

No. 4. The AG/LFUCG proposed that this $10,000 payment be 

amortized over 5 years since this right will continue 

indefinitely. Pursuant to the USoA, submersion rights should be 

included in the Utility Plant - Land Rights Account and, thus, 
neither depreciated nor expensed. 

45 Transcript, volume I, May 2, 1989, page 20. 
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Further, since the purpore of the overflow right is for 

direct use in utility operationat the Commirmion findm that the 

$10,000 right should be given the same treatment ae purchased land 
and included in rate bare. Thur, the Commiraion ham deoeeaard the 
proposed test-period operating expenrer by $lOrOOO, which rrrultr 

in an increase to net operating income of $6,122. 

Electric Expense. Kentucky-American propored a net $47*869 
increase in the test-year electric expense to reflect a docreare 
in Kentucky Utilities Company'r ("KU") bare rater and an 
anticipated increase in KU's fuel adjurtment olaure ("FAC") 

charges. The AG/LFUCG propored a $7,824 drcrearr in the teat-year 
expense based solely on the decrease in KU's base rater. 

A review of KU's monthly FAC filingr mince the teat year 

shows no increase in FAC charges. Therefore, the Comirrion ir of 
the opinion that the proposed increare in the FAC portion of 

Kentucky-American's electric expense is not known nor mearurable 
and, thus, should not be included herein. Thur, tho Commirmion 

finds that an adjustment bared rolrly upon KU'r bar. rater is 
appropriate. 46 

Given that Kentucky-American ured a percentage method to 

determine the electric adjustmentr the AG/LFUCG'a proposed 

decrease did not account for the total tort-year expenre. The 

Commiesion has determined, ueing Kentucky-American's methodology 

46 Case No. 10439, An Examination By the Publia Service 
Commission of the Application of the Fuel Adjurtment Claure of 
Kentucky Utilities Company from November lr 1986 to October 
31, 1988, Interim Order entered March 31, 1989. 
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and excluding the FAC adjustment, that the pro form electric 

expense should be decreased by $56,356.47 Accordingly, this 

adjustment results in an increase to net operating income of 

$34,490. 

Miscellaneous and Deferred Maintenance Expense AmortiRationa. 

Kentucky-American proposed, pursuant to ita revised 8chedule8, to 

increase the test-year miscellaneous and deferred maintenance 

expense amortiaations by $104,903. These adjustments were 

proposed in order to include the amortisation of various 

maintenance projects and studies authorized by the Commission in 

previous cases and to annualize various amortized deferred 

maintenance expenses. 

The AG/LFUCG proposed to decrease Kentucky-American's 

proposed adjustment by $6,935 since the company did not properly 

subtract all the test-year amortisation expensee when determining 

the proposed adjustment. It is the Commission's judgment that the 

proposed adjustment, as revieed per the AG/LFUCG, is appropriate 

and should be included herein. Therefore, Kentucky-American's pro 

forma operating expensee have been decreaeed by $6,935, with a 

resulting increase in net operating income of $4,245.  

Amortization of Deferred Debits. The AG/LFUCG proposed to 

amortize several test-year expenses including legal services, the 

settlement of a law suit, customer relations, lead testing, and 

drought costs. Kentucky-American stated that the full amount of 

~ ~~ ~ 

47 Response to Commission Order dated January 12, 1989, Item 17, 
page 305. 
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these expenses should be included for rate-making pUCQOSeS, but 

asserted that if they are capitaliaed, the unamortiaed portion of  

these expenses should be included in rate base.48 

The Commission finds that these expenses, which total 

$123,134, are infrequent in nature and agrees with the AG/LFUCG 

proposal to amortise these costs over a 3-year period. 

Accordingly, this adjustment results in a decrease in the pro 

forma operating expenses of $82,089 and an increase to net 
operating income of $50,251. 

The Commission has previously allowed Kentucky-American the 

unamortized balances of the waste disposal expense, least-cost 

planning study, and tank painting in rata base. Based upon this 

treatment, Kentucky-American included these unamortized balances, 

as well as the Unamortized balance of the traveling screen 

repairr, in rate base. Given that the aforementioned infrequent 

expense. will be included, in part, and are directly tied to the 

operations of the utility, the Commission is of the opinion that 
Kentucky-American should earn a carrying cost on these unamortized 

balances. Thus, the Commission finds that the unamortized 

balzmes of these expenses totalling $82,089 should be included in 

rate base. 

The AG/LFUCG proposed to increase the amortization period of 

the test-year traveling screens repairs from 5 to 10 years based 

upon information provided by Kentucky-American. 49 The Commission, 

48 Brief of Kentucky-American, page 33. 

49 AG/LFUCG request dated March 3, 1989, Item 35. 
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after revlow of all tho informatfon provldod, i m  of tho Opinion 
that a 10-yoar rmortlzatlon porlod 10 propor and findm that the 

pro forma oporatlng oxponror ehould br deerreed by $28,000, with 

a remultlng lnaroaro in not oporatlng lnaomo o f  $12,248. Xowovor, 

bared upon thlm adjurtmont and tho aatual amount amortiaod during 
the tort-yoar, the Commirrlon flndr that rat. bar0 rhould be 

inarearod by $7,766. 

Tho Commlrrlon har dotormlnod that tho rmortlzatlon o f  thoro 

expenror and aorroation of tho travolfng maroon amortieatlon will 

rorult in an lnaroaro to doforrod taxor of $23,93550 and a 

doarraoo to doforrod lnaomo tax oxprnro of $10,914.51 Tho 

doarearo to fnoomo tax oxponro will rorult ln a dollar-for-dollar 
lnaroare in not oporatlng lnaomo. 

Payroll Exuonro. Kontuaky-Amoriorn proporod reveral 

rdjurtmontr to tho tort-yoar payroll oxponro romulting in a net 
inareare of $235,124. Thoro rdjurtmontr lnaludod two prorated 

union wage lnaroamom, normalization of  nonunion and ralarled 

omployerr' oarnlngr a# o f  tho ond of  tho tort yoar, and allOW4nUe 
for additional omployerr hlrod rubroquont to the tort year. The 

50 $82,089 i $7,766 = $89,855 
$89,855 X 31.5348 (Pod,) $28,355 
$89,855 x 7.258 (Stat.) 6,514 
I-year Amortization 

51 $82,089 x 31.5348 + 3-yearr = $ 8,629 
$82,689 x 7.258 i 3-yrarr = 1,984 
8 7.766 x 31.934% + 10-vearr 249 ~~. . - - ~ -  . ._.. .. 
$ 7,766 x 7.251 + 10-yearm 
1-year Amortization 
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Commisrion har accepted the propored adjurtmente except ae 

dircurrad below: 

Kentucky-American proponed to use a prorated level of union 

wage expenre bared upon the wage rater which will be in effect for 
the 12-month period ending July 2, 1990. Kentucky-American chose 

thin period mince it will be the firrt year that the rates for 

mervicr rerulting from thin proceeding will be in etfect. 

Purruant to the union contractr, there war a wage increase 

effective November 1, 1988 and there will be another incr-eaee 

effective November 1, 1989. 

The AG/LFUCQ propored to bare the union wage increase 

adjurtment rolely on the November 1, 1988 contracts. They argued 

that including the November 1, 1989 union wage increare would 

rignificantly dirtort the matching of revenue6 and expenses. The 

Commirrion agrees with the AG/LFUCG and finds that only the 

November 1, 1988 union wage increaee should be ueed in the 

determination of revenue requirements. 
The AG/LFUCG further proposed to reviee Kentucky-American's 

adjurtment to include one employeela tort-year salary, which 

Kentucky-American inadvertently omitted, and to exclude another 

employee'e ealary who rstired during the teat year! to eliminate 

$2,654 of temporary agency fees which Kentucky-American did not 

exclude in it6 proposed adjustment! and to eliminate $13,800 of 

overtime wage expenre due to the hiring of the additional 

employees. The Commierion har reviewed theee adjuetments and ie 
of the opinion that they should be accepted for rate-making 

purposee. 
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The AQ/LFUCQ alro propored to remove the #alary of the Rirk 
Manager am thir employee war tranrferred to Kentucky-American from 
an affiliated company during the toot year. The AQ/LFUCQ made an 
amrumption that the dutier of thir new employee, which were 
previourly performed at the Service Company level, would rerult in 
aavingr from reduced Service Company aharger, However, thir new 
employee warn previourly employed by the Huntington Divirion of the 

Weat Virginia-American Water Company and not the Service Company. 

Kentucky-American arrerted that the hiring of thir new 
employee ham rerulted in rignificant dearearem in workerr' 

compenration claimr, lost time accidents and day#, and automobile 

acaidentr. 52 Being r o  advired, the Commirrion finds thir rmployee 

expense to be rearonable. 

Bared on the Commirrion*r revirionr to Kentucky-American*# 

propored payroll adjurtmentr, the pro forma payroll expenre ham 
been deareared by $291936. Thir rerultr in a net inareare to 
operating income of $181325. 

Payroll Related Expenres. Bared upon the pro forma payroll 

expense allowed herein, the Commirrion ham reduaed 

Kentucky-Amerioan'r propored group inrurance expenre and 

employer*# FICA taxer by $650 and $2,049, rerpectively. Thir 

rerultr in an increare to net operating income of $1,652. 
Employee Related and Other EXDen#e#. The AQ/LFUCQ propored 

to exclude $30,802 of employee-related and other expenrer incurred 

52 Brief of Kentucky-Amerioan, pager 26-27. 
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for omployoo partiom, gifts, rupervisors' sweaters, employee 

picnicr, attondance at sporting events, etc. The AG/LFUCG 

contondr that rinco Kentucky-American's employees are adequately 

oomponmatod and receivo rignificant fringe benefits, these 

additional bonefitr rhould not be borne by the ratepayers. 

Kentucky-American asmerted that such costs are common in every 

buminomr and aro not e ~ c e r r l v e . ~ ~  

Whilo much cortm may be common in other businesses, those 
burinerrem operato in a non-regulated, competitive environment. 

Kontuoky-American's lack of competition for water saler plays an 

important rolo in arriving at jurtifiable benefitr for rate-making 

purpomor. Thur, even though these items may benefit employer- 

omployoe relationr, no evidence has been presented that the 

ralariem and benefits paid by Kentucky-American are inadequate. 

Tho Comirrion oimply cannot justify allowing the customers of 

Kontucky-Amorican to bear these costs and, therefore, has excluded 

them for rate-making purporer. Thir results in an increase to net 

opoeating income of $18,855. 

Plant Acquisition Adjustment. Prior to the test year, 

Kentucky-American purchared three water companies below net book 

aort. Pursuant to the UBoA, Kentucky-American recorded the net 

book oort of the oompaniem and a $l,S11,940 negative acquisition 

adjurtmont. Since tho acquiritions, Kentucky-American ham been 

accruing drprooiation oxpenre on the net book cost of the acquired 

oompanior. In January 1988, Kentucky-American, on advice from its 

53 Ibid., page 34. - 
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accountants, began amortizing the negative acquisition adjuatment 

and chose to report this amortization as below-the-line other 

income. 

The AG/LFUCG proposed to move the amortization above-the-line 

for the benefit of the ratepayers. The Commiesion ie of the 

opinion that the annualized $151,194 negative amortization expense 

should be moved above-the-line to offset the depreciation expense 

on the net book cost since it is a direct result of the utility's 

operations. Thus, this adjustment results in an incteaee to net 

operating income of $92,553. In addition, the Commiaeion find8 

that rate base should be increased by $25,198 to reflsct the 

annualized amortization expense. 

Rent Expense and Waete DiSROSal EXRene0. The AG/LFUCG 

proposed to decrease rent expense by $2,403 in order to normalize 

Account NO. 644 - Rent Expenee for the test period. The AG/LFUCG 

also proposed to eliminate Kentucky-American's pro forma increase 

to the waste disposal expenee of $6,550, because Kentucky-American 

failed to offset thie cost by any efficiencies that would result 

from the improved equipment. 

Kentucky-American failed to provide any rebuttal am to why 
the proposed adjustments should not be accepted. The Commission 

is of the opinion and finds that the adjustments are reasonable 

and has decreased operating expenses by $8,953. This results in 

an increase to net operating income of $5,481. 

EXRenSeS from Increased Sales to Toyota. The AG/LPUCG 

propoeed to increase Kentucky-American's operating revenues to 

reflect an annualization of test-period sales to Toyota. In doing 
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moI the AG/LFUCG failed to make a COrrOSQOnding adjustment to 

operating expenmer to reflect the inorease in malee. 

The AG/LFUCG presented evidence that there would be an 

additional cost aseociated with the increased sales. The 

Commiumion har calculated that additional comt to be $27,920 based 

on Kentucky-American's average test-period cost to produce and 

pump water of 6.16153 per 1,000 gallone multiplied by 172,894,216 

gal10nm.~~ Thur, to properly match revenuer and expensem, the 

Commimmion hau increased operating expenmem by $27,928, which 

reuultm in a decrease in net operating income of $17,096. 

Belleville Laboratory ("Bellevillen~. The AG/LFUCG proposed 

to decrease Kentucky-American's lab testing expense by $?3,501 

bamed on the amsumption that all tests performed at the Belleville 
Laboratory could now be performed by Kentucky-American, if 

Kentucky-American'm employees were certified to do the testing. 
The AG/LPUCG utated that the ratepayers should not bear the cost 

of Kentuoky-American's testing facilitiem while Kentucky-American 

pays an affiliate to perform the tests.55 

The AG/LFUCG noted that state and federal agencies required 

5,652 lab temtm be performed during the test period, while 

Kentucky-American performed 145,190 touts. The AG/LFUCG assumed 

that the increased testing warn due to more utringent guidelines 

54 Remponse to Commission Order dated February 3 1  1989, Item 
19(c). 

55 Direct Testimony of Thomas C. DeWard, page 64. 
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established by the parent company, American Water Works. The 

AG/LFUCG stated that the increased testa dealt with aesthetic 

qualities of the water as opposed to health-related testa. 56 

Belleville provides testing services for all of American 

Water Works' operating companies. It also provides fundamental 

research and assistance to the Environmental Protection Agency 

("EPA") in the determination of the maximum contaminate levels for 

many constituents, particularly volatile organics and 

 pesticide^.^^ 
The Commission is of the opinion that it would not be cost 

effective for Kentucky-American to establish testing facilities as 

comprehensive as Belleville's facilities. In setting up one 

centralized laboratory, American Water Works has achieved an 

economy of scale that would not be possible if each service 

company operated its own testing facility as advocated by the 

AG/LFOCG. 

The standards established by the EPA and other governmental 

agencies are the minimum standards that a utility must meet. 

Testing above the minimum standard will ensure a safer and more 

dependable supply of water to Kentucky-American's customers, 

although there is a point at which benefits derived from increased 

testing do not outweigh the additional costs. 

Although the Commission made no adjustment to this expense in 

this instant case, Kentucky-American is advised that in its next 

56 

57 

Brief of the AG/LFUCG, pages 13 and 14. 

Brief of Kentucky-American, pages 29 and 30. 
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general rate case it should be prepared to show that the benefits 

derived from testing performed above the minimum governmental 

requirements outweigh the costs. 

Service Company. The AG/LFUCG stated that during the 

preceding 3 years. the Service Company ham given pay raises to its 

employees in excess of the Consumer Price Index ("CPI"). Thus, 

the AG/LFUCG proposed to decrease Service Company charges by 

$30,579 to reduce wage increases in excess of the CPI. The 

AG/LFUCG's position is that there is no incentive for the Service 
Company to hold expenses in line. 58 

Kentucky-American stated that the following are incentives to 

monitor :Service Company costs: (1) regulatory oversight, and ( 2 )  

competitive pressure from outside consultants. Kentucky- 

American's position is that these incentives are sufficient to 
keep the wages paid by its Service Company cornpetiti~e.~~ In Case 

No. 94281 the Commission and the AG/LFUCG were concerned with the 

overall increase of Service Company chargesr and in this 

proceeding the AG/LFUCG has questioned tho magnitude of the 

Service Company salary increases. 

The various operating companies under the affiliate agreement 

have the right to contract with outside consultants for services 

instead of using the Service Company. This freedom to contract 

58 

59 

Brief of the AG/LFUCG, page 17. 

Brief of Kentucky-American, page 28.  
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with nonaffiliated entitier i r  a major incontiva for the Sorvico 
Company to monitor its wages and control its costa. 60 

Kentucky-American stated that it has eatablirhed a control 

process whereby it can determine if the Service Company charges 

are This process consists of a review of the charges 

performed by Mr. Edens, the business manager, the operations 

manager, and engineering personnel. If a charge is conrfdered 

unreasonable, the Service Company i8 contacted for an explanation. 
This process has resulted in revised charges.61 

reasonable. 

Kentucky-American has provided sufficient evidence in this 

proceeding to assure that the wage increases are in rerponre to 

competitive pressures and that sufficient review controlr are in 
place. Accordingly, for the above reason0 the Commisrion find8 

these employee expenses reasonable although the Commirrion will 

continue to closely scrutinize Service Company allocationr. 

Cost of Serving New Customers. Kentucky-American QrOQOSed to 

increase test-period operating expenses by $74,685 to reflect the 

annualized cost of providing service to the year-end number of 

customers. Kentucky-American used a ratio of pro forma operation 

and maintenance expensee to present rate revenues and applied this 

to the revenue annualization adjustment to arrive at the 

6o 

61 
Response to Hearing Request, Item 11. 

Transcript, Volume I, May 2, 1989, pager 94 and 95.  
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additional cost .62 On April 25, 1989, Kentucky-American corrected 

its cost of serving new customers adjustment and proposed to 

increase test-period operating expenses by $66,966. 

The AG/LPUCG contended that Kentucky-American's adjustment i m  

neither known nor measurable and noted that Kentucky-American 

incorrectly calculated the adju~tment.~~ 

Kentucky-American stated that an increase in customere would 

directly result in increased production costs, billing costs, and 

customer service costs.64 The Commission is in agreement with 

Kentucky-American and is of the opinion that if operating revenues 
are adjusted to reflect the year-end number of customers, then 

failure to adjust operating expenses will result in a mismatch. 

Tariff Case. The AG/LFUCG proposed to remove from 

test-period operating expenses the cost of Case No. 10423.65 The 

AG/LFUCG stated that the cost should not be recovered from the 

ratepayers because the case was inappropriate and the only party 

62 Direct Testimony of Edward L. Oxley, filed January 3, 1989, 

63 
page 8. 

Direct Testimony Thomas C. DeWard, page 67. 

64 Rebuttal Testimony of Edward L. Oxley, filed April 25, 1989, 
pages 3 and 4. 

65 Case No. 10423, The Tariff Application of Kentucky-American 
Water Company-Procedure for Computing Revenue Requirements, 
Order dated May 9, 1989. 
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that benefited from the filing war Krntucky-Amrrican.66 Krntucky- 

American stated that it filrd Care No. 10423 in good faith with 
the belief that tho proporrd mrthodology would br aacrptable to 
the Commirsion and would rnablr Kentucky-American to malntain itr 
financial integrity .67 

Thr Commirrion agrrrr with Kentuoky-Amrrloan that tho cort of 

Case No. 10423 should be recovmrrd from ratrpayrrm. Howmvrr, that 

coat i o  a non-recurring expenrr. Thr tariff oar. is similar to an 
administrative case in that thmy arm both limitad in rcopr and 

non-recurring. Therefore, tho coat ha8 bran amortiead cver a 
3-year period. This rrrultr in a dacrrarr in oprratlng axpanrer 
of 52,905 and a nrt inorearm in operating fncome of $1,778. 

Depreciation ExBenrr. Kentucky-Amrican origlnally proporrd 

a normlieed level of drpraciation rxprnrr of $1,805,217, an 
increare of 8193,900 ovrr thr trrk-period lrvrl. 

Kentucky-American further inarearrd drprrciation rxpmnre by 

$101,491 in order to include depreciation on contributrd property. 
The Commirrion has rtatad that it will not allow private 

companion to recover depreciation exprnrr on aontributrd proparty. 
Therefore, teat-period depreciation ewprnrr should be drcrrared by 
$101,704, inclusive of the revired daprrclatlon exprnrr arrociated 

with the raw water main. Thir rerultr in an increarr in net 
operating income of 562,307. 

66 

67 
Direct Testimony of Thomas C. Deward, page 63. 

Brief of Kentucky-American, p8ge 32. 
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Intorort Synchroniiation. Kontucky-Amoriaan propornod 

interort expenro for tax purporor of 84,015,615 brrod on tho 
proyored Tho Commirrion 

ham recalculated thir oxponeo to be $4,067,642 barod on tho rat0 
bare and wolghtod coat of dobt found rpproprirto horoin. This 

rerultr in an incrorro to not oporating incomo of $1,528, 

rate bare and tho weightod coat of dobt, 

RATE OF RETURN 

CaDLtal Btructuro 

Kontucky-Amorican propored a capital rtructurm of 56.69 

percont long-term debt, 1.48 porcont rhort-torm debt, 5.13 porcont 

proforrod rtock, and 36.70 porcont commcn oquity barod on 
Kontucky-Amorican'r actual end-of-teat-yoar capital rtructuro. 
Kontucky-Amorlcan adopted tho actual ond-of-tort-year capital 

rtructurm for urn. in thoir tortlmony on coat of capital. 

The AQ/LFUCQ proporod 8 capital rtructuro OC 59.33 porcont 

long-term debt, 5.36 porcent proforrod atoak, and 35.31 percont 

common equity baaed on an adjurted capital rtructuro for tho 

end-of-teat-yoar poriod. The AO/LFUCQ firat rdjurtod Kontucky- 

Ameriaan'r capital atruature by romoving $1,000,000 ln rhort-torm 
debt. Tho AQ/LFUCQ 8mroaiated thir rhort-form debt with tho raw 

water main, of which they have rooommondod removal from rat. bar.. 

The AO/LFUCG alro claimed that tho capital rtruaturo rhould be 

further adjurted by reducing oommon oquity by $2,000,000 becauae 

of a claimed over8tatemont of AFUDC. 
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The Colami88iOn believer that the end-of-tart-year Capital 

rtructure a0 reomended by Kentucky-American ir the more 

appropriate. It ir, therefore, the Cormiirrion'n opinion that for 
rate-making purporer 

rhould be a8 followr: 

Long-Term Debt 
8hott-Term Dobt 
Preferred Stock 
Common Equity 

W Z h L  

the capital rtructure for Kentucky-American 

Amount 
$38-20 

1,000,000 

Percent 
3inT 

1.48  
3;464;490 5.13 

36.70 m 

Co8t of Debt 

Kentuaky-American originally propored a cort of long-term 

debt of 9.75 percent, a oort of preferred stock of 7.25 peroent, 

and a cort of rhort-term debt of 9.50 percent. In ita rebuttal 

tertimony, Kentucky-American updated itr original recommendation 

on rhort-term debt from 9.50 percent to 11.00 percent becaure of 

material changer in the current rhort-term ratea. 
The AQ/tFUCQ propored a coat of long-term d8bt of 9.75 

percent, a cort of preferred rtook of 7.25 percent, and a aost of 
nhort-term debt of 9.50 percent adopted from Kentucky-American'r 
Exhibit 5, Schedule 1. 

The Co~niraion ir  of the opinion and finds that the aort of 

long-trrm debt rhould be 9.75 percent. The Commiarion further 

findr that the cort of preferred rtock and rhort-term debt ahould 

be 7.25 percent and 9.50 percent, rerpectively. Due to the 
rignificant volatility of rhort-term interert rater, the 
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Commirrion rindr that Kentucky-American's pro forma short-term 

dabt rate of 9.50 percent is rearonable in this case. 

Return on Eauity 

Through ita witnerr, the AG/LFUCG recommended a return on 

aquity ( n R O E f l )  of 12.38 percant. The AQ/LFUCG did not perform any 

oort-of-equity rtudy, but used the Federal Energy Regulatory 

Commission's (nFERC") advirory benchmark ROE for electric 

utilitier. Kentucky-American criticized the use of the FERC 

banohmark becaure the typical risk of an electric utility was 
lower than the rpecific risk associated with Kentucky-American. 

For oxampla, Kentuoky-American'r witnesr testified that the AG/ 

LFUCQ ignorad -Ksntucky-Amrrioan's low equity ratio and its large 

conrt ruct ion program.68 
Through itr witness, Kentucky-American recommended an ROE in 

tha range of 13.13 to 13.41 percent, which included an adjustment 

to allow for American Water's flotation costs. 

Kentucky-American'6 recommendation was based on a discounted cash 

flow ("DCF") analysis of  five water companies using both a 52-week 

and a one month high/low price average. 
The Commirrion 18 in agreement with most of 

Kentucky-Anerican'r recommendations with the exception of its 

range on ROE and the allowance for American Water's flotation 

cortr on Kentucky-American's ROE. Kentucky-American proposed an 

adjustment to Kentucky-American's ROE in order to provide American 

Water a meanm of recovering it. flotation costs, which were 

68 Phillipr Rebuttal Testimony, page 4. 
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incurred by issuing its own stock. However, the Commission is 

concerned with Kentucky-American's ROE and not American Water's 

ROE Kentucky-American agreed with this principle when stating 

that the Commission should be determining Kentucky-American's ROE 

and not American Water's ROE.69 Therefore, the Commission finds 

that while Kentucky-American's flotation costs are recoverable as 

a rate-making expense, those of American Water are not properly 
recoverable. 

With respect to Kentucky-American's flotation costs, 

Kentucky-American identified specific items that are included in 

those costs.7o These items are specified in the Service Company 

service contract and are costs which relate to the financial costs 

of Kentucky-American. The Commission has allowed recovery of 

these flotation costs as expense items through Kentucky-American's 

payments to the Service Company.71 Although the Commission agrees 

that adjusting ROE to allow for flotation costs may ordinarily be 
acceptable, such an adjustment in this case would result in a 

double recovery of these costs. Therefore, since 

Kentucky-American's flotation costs have already been recovered by 

allowing the service contract billings to be recovered in rates, 

there is no need to make an adjustment to Kentucky-American's ROE. 

70 Transcript, Volume I, May 2, 1989, page 218. 

71 AG/LFUCG Information Request, issued February 3, 1989, Item 
20, Treasury Services. 
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By excluding the flotation cost adjustment, Uentucky-American's 

range on ROE becomes 12.77 percent to 13.04 percent. 

Therefore, the Commission, having considered a11 of the 

evidence, including current economic conditions, is of the opinion 

that an ROE of 12.40 to 13.40 percent is fair, just, and 

reasonable. An ROE in this range would allow Kentucky-American to 

attract capital at a reasonable cost and maintain its financial 

integrity to ensure continued service and to provide for necessary 

expansion to meet future requirement., and also reault in the 

lowest possible cost to ratepayers. A return of 12.90 percent 

will beet meet the above objectives. 

Rate of Return Summary 

Applying rates of 9.75 percent for long-term debt, 9.50 

percent for short-term debt, 7.25 percent for preferred stock, and 

12.90 percent for common equity to the recommended capital 

structure approved herein produces an overall cost of capital of 

10.77 percent. The Commission finds this overall cost of capital 

to be fair, just, and reasonable. 

AUTHORIZED INCREASE 

The required net operating income found fair, just, and 

reasonable herein is approximately $7,691,676.72 To achieve this 

level of Operating income, Kentucky-American is entitled to 

72 $71,715,818 x 10.77% = $7,691,676 
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increase its rates and charges to produce additional revenuer on 
an annual basis of $2,475,296 determined as follown: 

Net ODerating Income Found Reasonable 57,691,676 . .  
6 178.471 Lese Adjusted Net Operating Income 

Operating Income Deficiency 
G~oafi-Up Factor ~1.6357965 
Revenue Reauirement Incluaive of 

d m h  
Income Tixes and PSC Fee 92,475,296 

RATE DESIGN 

Kentucky-American proposed to adjust its ratee by an overall 
percentage. Prior to Case No. 10069, Kentucky-Americanlr rater 

were based on a cost-of-service study. The Comminnion did not 

note in that case that any change had occurred in the ratio of 

coat distribution within the rate design, and no evidence ha8 been 
presented in this case to indicate auch change. Therefore, the 

additional revenue granted herein should be distributed on a 

percentage basis in order to maintain the ration of revenue 

generation within the current rate design. 

SUMMARY 

The Commission, after conrideration of the evidence of record 

and being advised, is of the opinion and finds that: 

1. Kentucky-American's billing analyeis should be accepted. 

HOWeVeK, in future rate case filings, the billing analyrin 8hould 

strictly conform to regulatory requirements. 

2. The billing analysis should be adjusted to reflect the 

level of Toyota sales and revenue for the 12 months from April 

1988 through March 1989. 
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3 .  Kentucky-American's propored adjustment to indumtrial 

sales should be rejected. 

4. The rates proposed by Kentucky-American are unfair, 

unjurt, and unreasonable and should be rejected. 

5. The rates approved herein will permit Kentucky-American 

to cover its operating expenies, pay its interest, and provide a 
roaaonable dividend and rurplus for oquity growth. 

6. The rates in Appendix A, attached hereto and 

incorporated herein, are the fair, jut, and reasonable rater to 
be charged for water service by Kentucky-American on and after 

July 9, 1989, the expiration of the 5-month suapenrion period. 

7. Kentucky-American should refund the revenues coklected 

in excesr of the rater determined appropriate herein plus interest 

oaloulated at a rate of 9.11 percent, the average of the 3-month 

commercial paper rates for June 1989. 

8. The refund may be made by either direct payment or bill 

credit . The refund ehould be made within 60 days of the date of 

thie Order as required by KRS 278.190(4). 

9. Within 30 days of the date the refund is completed, 

Kentucky-American ehould file with the Commirrion a summary 

mtatement ahowing a reconciliation of cuetomer billings and the 

amount refunded. 

IT IS THEREFORE ORDERED thatr 

1. Kentucky-American's proposed rates be and they hereby 

are denied. 

2. The rates in Appendix A be and they hereby are approved 

for eervicee rendered on and after July 3, 1989. 
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3. Within 30 dry8 of thr drto of thir Ordrr, 

Kontuaky-Amorlorn rhrll filr ita rrvirrd tariff rhrotr rotting out 
tho rater approvrd hmrein. 

4 .  Krntuoky-Amorlorn rhrll rrfund tho rovrnurr collretrd in 
oxorrr of tho rator drtorrninrd rpproprirtr hrrrin plum intorrrt at 
a rate of 9.11 prroent, tho rvrrrgr of tho 3-month commrroirl 
pager rater for June 1989. 

5. The rrfund rhrll br mrdr by rithor dirrot pryrnrnt or 
bill orodit and rhrll bo mrdr within 60 dryr  of tho drtr of thlr 
Order. 

6. Within 30 dayr of the drtr thr rrfund i r  eomplotod, 

Kentuoky-Amerioan rhrll fila with thr Commirrion r rummrry 

statement rhowlng r reooncilirtlon of curtomrr billingr and thr 
amount refunded. 

Dono at Frankfort, Kontuoky, thir 22nd d.y Of &Ut, 1989. 

P u m c  SERVICE COMMISSION 

/ 

ATTEST I 

Executive Diroator 



APPENDIX A 

APPENDIX TO A N  ORDER OF THE KENTUCKY PUBLIC SERVICE 
COMMISSION IN CASE NO. 10481 DATED 8/22/89 

The following ratee and chargee are preecribed for the 

cuetomere in the area served by Kentucky-American Water Company. 

All other rates and chargee not epecifically mentioned herein 

ehall remain the aame a8 those in effect under authority of thia 

Commieeion prior to the effective date of thie Order. 

J!EmuEm 

to the eervice chargee provided for herein: 
The following ehall be the ratee for coneumption, in addition 

100 Cubic Rate Per 
1000 Gallone Rate Per Feet 100 
Per Month 1000 G allone Per Month Cubic Feet 

For the firet 12 $1.48133 16 61.111 
For the next 588 1 s  16133 104 ,871 
For all over 600 1.04933 800 ,787 

100 Cubic Rate Per 

Per Quarter 1000 G allone Per Quarter cubic Feet 
1000 Gallone Rate Per Feet 100 

POL the first 36 $1.48133 48 $1.111 
For the next 11764 1 16133 2,352 ,871 
For all over 1,800 1.04933 2,400 ,787 



SERVICE CHARGES 

All metered general water service customers shall pay a 
service charge based on the size of meter installed. The service 
charge will not entitle the customer to any water. 

Size of Meter 

5/8 inch 
3/4 inch 
1 inch 

1 1/2 inch 
2 inch 
3 inch 
4 inch 
6 inch 
8 inch 

Service Chartae 
Per Month Per Quarter 

$ 5 . 3 2  $ 1 5 . 9 6  
7 .98  23 .94  

13 .28  3 9 . 8 4  
26 .58  7 9 . 7 4  
42 .52  127 .56  
79 .74  239.22  

266.28 798.84 
426.06  1 ,278 .18  

1 3 2 . 9 0  398 70 

CLASSIFICATION OF SERVICE 
SERVICE CLASSIFICATION NO. 3 

RATES 

Size of Service Rate Per Month Rate Per Annum 

2 inch diameter 
4 inch diameter 
6 inch diameter 
8 inch diameter 

1 2  inch diameter 
1 4  inch diameter 

$ 2 . 4 9  
9 . 9 5  

2 2 . 3 8  
3 9 . 1 9  
8 9 . 5 0  

1 2 1  e 82  

$ 29.88  
1 1 9 . 4 0  
268 .56  
471.48  

11074 .00  
1 ,461 .84  

CLASSIFICATION OF SERVICE 
SERVICE CLASSIFICATIOIN NO. 4 

RATES FOR PUBLIC FIRE SERVICE 

Rate Per Month Rate Per Annum 

For each public fire hydrant 
contracted for or ordered by 
urban County, County, state 
or Federal Governmental 
Agencies or Institutions 

RATES FOR PRIVATE FIRE SERVICE 

$ 2 2 . 3 8  

For each private fire hydrant 
contracted for by Industries 
or Private Institutions $22 .30  

$ 2 6 8 . 5 6  

$268.56  


